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S t a t e m e n t  o n  
A u d i t i n g  S t a n d a r d s
Issued by the Auditing Standards Executive Committee
 
October 1974
2
AIC P A Am erican Institute of 
Certified Public Accountants
R e p o r t s  o n  A u d i t e d  F i n a n c i a l  S t a t e m e n t s
(Supersedes Statement on Auditing Standards No. 11,
sections 510.01-515.10, 535.01-542.04, 544.01 and 547.01-547.04)
In t r o d u c t io n
1. This Statement applies to auditors’ reports issued in  connection 
w ith  examinations o f financial statements tha t are intended to present 
financia l position, results o f operations or changes in  financia l posi­
tion  in  con fo rm ity  w ith  generally accepted accounting principles. I t  
distinguishes the types o f reports, describes the circumstances in 
w h ich  each is appropriate, and provides examples.2
2. This Statement does not apply to unaud ited financia l statements 
tha t an accountant has been engaged to prepare or assist in  preparing 
(see SAS No. 1, section 516), nor does i t  apply to reports on incom ­
plete or capsule financia l in fo rm ation  or on other special presenta­
tions (see SAS No. 1, section 620).
3. Justification fo r the expression of the aud ito r’s op in ion rests on 
the con form ity  o f his exam ination w ith  generally accepted aud iting  
standards and on his findings. Generally accepted aud iting  standards 
include fou r standards o f reporting. (See SAS No. 1, section 150.02.)
1 Referred to hereinafter as SAS No. 1.
2 This Statement clarifies and explains matters relating to the form of auditor’s 
standard report presently in use; the Statement is not a result of a reconsideration 
of the form itself.
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2 Statement on Auditing Standards 
This Statement is concerned primarily with the relationship of the 
fourth reporting standard to the language of the auditor's report. 
4. The fourth standard of reporting is as follows: 
The report shall either contain an expression of opinion regarding 
the financial statements, taken as a whole, or an assertion to the effect 
that an opinion cannot be expressed. When an overall opinion cannot 
be expressed, the reasons should be stated. In all cases wherein an 
auditor's name is associated with financial statements, the report 
should contain a clear-cut indication of the character of the auditor's 
examination, if any, and the degree of responsibility he is taking. 
5. The objective of the fourth standard is to prevent misinterpre-
tation of the degree of responsibility the auditor is assuming when 
his name is associated with financial statements. Reference in the 
fourth reporting standard to the financial statements "taken as a 
whole" applies equally to a complete set of financial statements and 
to an individual financial statement, for example, to a balance sheet. 
The auditor may express an unqualified opinion on one of the finan-
cial statements and express a qualified or adverse opinion or disclaim 
an opinion on another if the circumstances call for this treatment. 
Auditor's Standard Report 
6. The auditor's report customarily is used in connection with the 
basic financial statements — balance sheet, statement of income, state-
ment of retained earnings and statement of changes in financial posi-
tion. If these financial statements are accompanied by a separate 
statement of changes in stockholders' equity accounts, it should be 
identified in the scope paragraph of the report but need not be re-
ported on separately in the opinion paragraph since such changes are 
included in the presentation of results of operations and changes in 
financial position. 
7. The auditor's standard report consists of a statement describing 
the nature of the examination, usually in an opening or "scope" para-
graph, and an expression of the auditor's opinion, usually in a closing 
or "opinion" paragraph. The form of the standard report is as follows: 
(Scope paragraph) 
We have examined the balance sheet of X Company as of [at] 
December 31, 19XX, and the related statements of income, retained 
earnings and changes in financial position for the year then ended. 
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3 A s to circumstances in which the auditor is not independent, see SAS No. 1, 
section 517. 
Our examination was made in accordance with generally accepted 
auditing standards and, accordingly, included such tests of the ac-
counting records and such other auditing procedures as we considered 
necessary in the circumstances. 
(Opinion paragraph) 
In our opinion, the financial statements referred to above present 
fairly the financial position of X Company as of [at] December 31, 
19XX, and the results of its operations and the changes in its financial 
position for the year then ended, in conformity with generally ac-
cepted accounting principles applied on a basis consistent with that 
of the preceding year. 
8. The report may be addressed to the company whose financial 
statements are being examined or to its board of directors or stock-
holders. A report on the financial statements of an unincorporated 
entity should be addressed as circumstances dictate, for example, to 
the partners, to the general partner, or to the proprietor. Occasion-
ally, an auditor is retained to examine the financial statements of a 
company that is not his client; in such a case, the report customarily 
is addressed to the client and not to the directors or stockholders of 
the company whose financial statements are being examined. 
Circumstances Resulting in Departure From 
Auditor's Standard Report 
9. The circumstances that result in a departure from the auditor's 
standard report3 are as follows: 
a. The scope of the auditor's examination is affected by conditions 
that preclude the application of one or more auditing procedures 
he considers necessary in the circumstances. 
b. The auditor's opinion is based in part on the report of another 
auditor. 
c. The financial statements are affected by a departure from a 
generally accepted accounting principle. 
d. The financial statements are affected by a departure from an 
accounting principle promulgated by the body designated by 
the AICPA Council to establish such principles. 
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e. Accounting principles have not been applied consistently. 
f. The financial statements are affected by uncertainties concern-
ing future events, the outcome of which is not susceptible of 
reasonable estimation at the date of the auditor's report. 
g. The auditor wishes to emphasize a matter regarding the financial 
statements. 
Scope Limitation 
10. The auditor can determine that he is able to express an unquali-
fied opinion only if his examination has been conducted in accord-
ance with generally accepted auditing standards and if he therefore 
has been able to apply all the procedures he considers necessary in 
the circumstances. Restrictions on the scope of his examination, 
whether imposed by the client or by circumstances such as the timing 
of his work, the inability to obtain sufficient competent evidential 
matter, or an inadequacy in the accounting records, may require him 
to qualify his opinion or to disclaim an opinion. In such instances, 
the reasons for the auditor's qualification of opinion or disclaimer of 
opinion should be described in his report. 
11. The auditor's decision to qualify his opinion or disclaim an 
opinion because of a scope limitation depends on his assessment of 
the importance of the omitted procedure(s) to his ability to form an 
opinion on the financial statements examined. This assessment will 
be affected by the nature and magnitude of the potential effects of 
the matters in question and by their significance to the financial state-
ments. If the potential effects relate to many financial statement items, 
this significance is likely to be greater than if only a limited number 
of items is involved. 
12. Common restrictions on the scope of the auditor's examination 
include those applying to the observation of physical inventories and 
the confirmation of accounts receivable by direct communication with 
debtors,4 but restrictions may concern other phases of the audit (for 
4 Circumstances such as the timing of his work may make it impracticable or 
impossible for the auditor to accomplish these procedures. In such case, if he is 
able to satisfy himself as to inventories or accounts receivable by applying alter-
native procedures, there is no significant limitation on the scope of his work, and 
his report need not include reference to the omission of the procedures or to the 
use of alternative procedures. 
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example, see SAS No. 1, section 542.06). Restrictions on the applica-
tion of these or other audit procedures to important elements of the 
financial statements require the auditor to decide whether he has 
examined sufficient competent evidential matter to permit him to 
express an unqualified or qualified opinion, or whether he should 
disclaim an opinion. When restrictions that significantly limit the 
scope of the audit are imposed by the client, the auditor generally 
should disclaim an opinion on the financial statements. 
13. The auditor may be asked to report on one basic financial state-
ment and not on the others. For example, he may be asked to report 
on the balance sheet and not on the statements of income, retained 
earnings or changes in financial position. These engagements do not 
involve scope limitations if the auditor's access to information under-
lying the basic financial statements is not limited and if he applies 
all the procedures he considers necessary in the circumstances; rather, 
such engagements involve limited reporting objectives. 
Opinion Based in Part on 
Report of Another Auditor 
14. When the auditor decides to make reference to the report of 
another auditor as a basis, in part, for his opinion, he should disclose 
this fact in stating the scope of his examination and should refer to 
the report of the other auditor in expressing his opinion. These refer-
ences indicate division of responsibility for performance of the exam-
ination. Although they are departures from the standard report 
language, they do not constitute a qualification of the auditor's opin-
ion. (See SAS No. 1, section 543.) 
Departure From a Generally 
Accepted Accounting Principle 
15. General. When financial statements are materially affected by 
a departure from generally accepted accounting principles and the 
auditor has examined the statements in accordance with generally 
accepted auditing standards, he should express a qualified or an ad-
verse opinion (see paragraphs 29 and 41) . The basis for such opinion 
should be stated in his report. 
16. In deciding whether the effects of a departure from generally 
accepted accounting principles are sufficiently material to require 
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either a qualified or an adverse opinion, one factor to be considered 
is the dollar magnitude of the effects. However, materiality does not 
depend entirely on relative size: the concept involves qualitative as 
well as quantitative judgments. The significance of an item to a par-
ticular enterprise (e.g., inventories to a manufacturing company), 
the pervasiveness of the misstatement (e.g., whether it affects the 
amounts and presentation of numerous financial statement items), 
and the impact of the misstatement on the financial statements taken 
as a whole are all factors to be considered in making a judgment re-
garding materiality. 
17. Inadequate disclosure. Information essential for a fair pres-
entation in conformity with generally accepted accounting principles 
should be set forth in the financial statements. If the client declines 
to disclose essential data in a financial statement, the auditor should 
provide it in his report if practicable and should express a qualified or 
adverse opinion because the information has been omitted from the 
financial statements. (See SAS No. 1, sections 430.01-430.06 regard-
ing the adequacy of informative disclosure, and sections 545.04-545.05 
regarding the omission of a statement of changes in financial position.) 
Departure From a Promulgated 
Accounting Principle 
18. Rule 203 of the AICPA Code of Professional Ethics 5 states: 
A member shall not express an opinion that financial statements are 
presented in conformity with generally accepted accounting princi-
ples if such statements contain any departure from an accounting 
principle promulgated by the body designated by Council to estab-
lish such principles which has a material effect on the statements 
taken as a whole, unless the member can demonstrate that due to 
unusual circumstances the financial statements would otherwise have 
been misleading. In such cases his report must describe the departure, 
the approximate effects thereof, if practicable, and the reasons why 
compliance with the principle would result in a misleading statement. 
19. When the circumstances contemplated by Rule 203 are pres-
ent, the auditor's report should include, in a separate paragraph or 
5 This rule supersedes the Special Bulletin of the Council of the AICPA, issued in 
October 1964 and referred to in SAS No. 1 in a footnote to section 410.03 and 
in the text of sections 545.04 and 546.12. 
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paragraphs, the information required by the rule. In such a case, it 
is appropriate for him then to express an unqualified opinion with 
respect to the conformity of the financial statements with generally 
accepted accounting principles unless there are other reasons, not 
associated with the departure from a promulgated principle, to 
modify his report. 
Accounting Principles Not Consistently Applied 
20. When there has been a change in accounting principles, the 
auditor should modify his opinion as to consistency. SAS No. 1, sec-
tion 546, discusses variations in report language that are appropriate 
when accounting principles have not been applied consistently. 
Uncertainties 
21. In preparing financial statements, management is expected to 
use its estimates of the outcome of future events. Estimates custom-
arily are made in connection with matters such as the useful lives of 
depreciable assets, the collectibility of accounts receivable, the rea-
lizable value of inventory items, and the amount of a liability for 
product warranty. In most cases, the auditor is able to satisfy himself 
regarding the reasonableness of management's estimates by consid-
ering various types of audit evidence, including the historical experi-
ence of the entity, and the relevance of the evidence in estimating 
the effects of future events. Matters are not to be regarded as uncer-
tainties for purposes of this Statement unless their outcome is not 
susceptible of reasonable estimation, as discussed in paragraph 22. 
If the auditor, on the basis of evidence available to him, disagrees 
with management's determination, and if the effects on the financial 
statements are material, he should express a qualified or an adverse 
opinion because of a departure from generally accepted accounting 
principles. 
22. In certain instances, the outcome of matters that may affect the 
financial statements or the disclosures required therein is not suscepti-
ble of reasonable estimation; such matters are to be regarded as un-
certainties for purposes of this Statement. When such uncertainties 
exist, it cannot be determined whether the financial statements should 
be adjusted, or in what amount. 
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23. There may be uncertainties with respect to specific matters 
whose possible effects on the financial statements can be isolated and 
therefore readily understood. Examples are the recoverability of a 
deferred cost or the likelihood that a material amount will become 
collectible or payable because of income tax adjustments or litigation. 
Also, there may be multiple uncertainties or uncertainties whose pos-
sible effects are complex and whose impact on the financial statements 
consequently is difficult for a reader to assess. Examples of conditions 
indicating the existence of uncertainties of the latter kind are re-
curring operating losses, serious deficiencies in working capital, an 
inability to obtain financing sufficient for continued business opera-
tions, and failure to comply with the terms of loan agreements. In 
some situations an adverse outcome of matters in either category 
could imperil the continued existence of the entity.6 In any event, if 
the effects of the matters on the financial statements could be mate-
rial, their nature and their possible effects should be disclosed in the 
statements. 
24. Evidence as to the resolution of an uncertainty cannot be ex-
pected to exist at the time of the auditor's examination because the 
resolution, and therefore the evidence, is prospective. The auditor's 
function in forming an opinion on financial statements does not in-
clude estimating the outcome of future events if management is un-
able to do so. When there are material uncertainties, the outcome of 
which is not susceptible of reasonable estimation, the auditor should 
consider whether to express an unqualified opinion or to qualify his 
opinion as discussed in paragraph 25. 7 The auditor need not modify 
his opinion because of the existence of an uncertainty when he con-
cludes that there is only a minimal likelihood that resolution of the 
uncertainty will have a material effect on the financial statements. 
25. In cases involving uncertainties, the auditor should be able to 
form an opinion whether the financial statement items affected have 
been stated in conformity with generally accepted accounting prin-
ciples in all respects other than those contingent on the outcome of 
6 In such circumstances, the auditor is concerned with the recoverability and 
classification of recorded asset amounts and with the amounts and classification 
of liabilities. 
7 The auditor may disclaim an opinion as discussed in footnote 8. 
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the uncertainties. If he is satisfied that they have been so stated, he 
may appropriately express an opinion qualified by reason of the un-
certainties (see paragraphs 35 and 39 ) . 8 If the auditor believes that 
the financial statement items affected by uncertainties reflect the 
application of accounting principles that are not generally accepted, 
he also should modify his report to state his reservations regarding 
departures from generally accepted accounting principles. 
26. The subsequent resolution of an uncertainty that has led to a 
modification of the auditor's opinion will (a) result in adjustment of 
the financial statements as to which his report originally was modified, 
(b) be recognized in the financial statements of a subsequent period, 
or ( c ) result in a conclusion that the matter has no monetary effect 
on the financial statements of any period. The qualifying expression 
in the opinion paragraph of the auditor's report should be the same 
regardless of the accounting treatment that is expected to be ac-
corded the resolution of the uncertainty. 
Emphasis of a Matter 
27. In some circumstances, the auditor may wish to emphasize a 
matter regarding the financial statements, but nevertheless intends to 
express an unqualified opinion. For example, he may wish to point out 
that the entity is a component of a larger business enterprise or that 
it has had significant transactions with related parties, or he may wish 
to call attention to an unusually important subsequent event or to an 
accounting matter affecting the comparability of the financial state-
ments with those of the preceding period. Such explanatory informa-
tion may be presented in a separate paragraph of the auditor's report. 
Phrases such as "with the foregoing explanation" should not be used 
in the opinion paragraph in situations of this type. 
8 The Committee believes that the explanation of the uncertainties and the quali-
fication of the auditor's opinion contemplated by this Statement should serve 
adequately to inform the users of the financial statements. Nothing in this State-
ment, however, is intended to preclude an auditor from declining to express an 
opinion in cases involving uncertainties. If he disclaims an opinion, the uncer-
tainties and their possible effects on the financial statements should be disclosed 
in an appropriate manner (see paragraph 2 3 ) , and the auditor's report should 
give all the substantive reasons for his disclaimer of opinion (see paragraph 4 5 ) . 
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Unqualified Opinion 
28. An unqualified opinion states that the financial statements pre-
sent fairly financial position, results of operations and changes in 
financial position in conformity with generally accepted accounting 
principles (which include adequate disclosure) consistently applied 
(see paragraph 7 ) . This conclusion may be expressed only when the 
auditor has formed such an opinion on the basis of an examination 
made in accordance with generally accepted auditing standards. 
Qualified Opinion 
General 
29. A qualified opinion states that, "except for" or "subject to" the 
effects of the matter to which the qualification relates, the financial 
statements present fairly financial position, results of operations and 
changes in financial position in conformity with generally accepted 
accounting principles consistently applied. Such an opinion is ex-
pressed when a lack of sufficient competent evidential matter or re-
strictions on the scope of the auditor's examination have led him to 
conclude that he cannot express an unqualified opinion, or when the 
auditor believes, on the basis of his examination, that 
a. the financial statements contain a departure from generally ac-
cepted accounting principles, the effect of which is material, 
b. there has been a material change between periods in accounting 
principles or in the method of their application, or 
c. there are significant uncertainties affecting the financial state-
ments, 
and he has decided not to express an adverse opinion or to disclaim 
an opinion. 
30. Ordinarily the auditor should not modify the language of the 
opinion paragraph of the standard report unless he is qualifying his 
opinion. However, reference to another auditor's report as a basis, in 
part, of the principal auditor's opinion is not considered to be a quali-
fication (see paragraph 14). 
31. Financial statements, including the accompanying notes, some-
times contain unaudited information, pro forma calculations or other 
similar disclosures. These disclosures may be required in connection 
with a particular transaction (e.g., a business combination) or may 
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otherwise be considered informative (e.g., in connection with subse-
quent events). If such disclosures are appropriately identified as 
"unaudited" or as "not covered by auditor's report," the auditor need 
not refer to them in his report. The reporting criteria stated in SAS 
No. 1, sections 516.06, 516.07, and 710.09 apply to such data. If the 
unaudited information (e.g., an investor's share, material in amount, 
of an investee's earnings recognized on the equity method) is such 
that it should be subjected to auditing procedures in order for the 
auditor to form an opinion with respect to the financial statements 
taken as a whole, and the auditor has not been able to apply the 
procedures he considers necessary, he should qualify his opinion or 
disclaim an opinion because of a limitation on the scope of his 
examination. 
Report Form 
32. When the auditor intends to express a qualified opinion, he 
should disclose all the substantive reasons in a separate explanatory 
paragraph(s) of his report, and should include, in the opinion para-
graph, the appropriate qualifying language and a reference to the 
explanatory paragraph(s). The requirement for an explanatory para-
graph does not apply when the opinion paragraph has been modified 
because of a change in accounting principle (see paragraph 20) . 
33. The explanatory paragraph(s) should disclose the principal 
effects of the subject matter of the qualification on financial position, 
results of operations and changes in financial position, if reasonably 
determinable. If the effects are not reasonably determinable, the 
report should so state. If such disclosures are made in a note to the 
financial statements, the explanatory paragraph(s) may be shortened 
by referring to it. The explanatory paragraph(s) also should make 
clear whether the matter is (a) one as to which there is a difference 
of opinion between the auditor and his client and for which the 
auditor believes an adjustment should be made or (b) one involving 
an uncertainty that cannot presently be resolved because the outcome 
depends on future events. If an auditor wishes to emphasize a matter 
or disclosure regarding the financial statements but does not intend 
to qualify his opinion (see paragraph 27) , he should not refer to this 
information in the opinion paragraph of his report. 
34. When a qualified opinion results from a limitation on the scope 
of the examination or an insufficiency of evidential matter, the situa-
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tion should be described in the explanatory paragraph and referred 
to in both the scope and opinion paragraphs of the auditor's report. 
It is not appropriate for the auditor to request that the scope of his 
examination be explained in a note to the financial statements, inas-
much as the description of the scope is the auditor's representation 
and not that of his client. 
Qualifying Language 
35. A qualified opinion should include the word "except" or "ex-
ception" in a phrase such as "except for" or "with the exception of" 
unless the qualification arises because of an uncertainty affecting 
the financial statements; then the expression "subject to" should be 
used. Phrases such as "with the foregoing explanation" are not clear 
or forceful enough and should not be used. Since accompanying notes 
are deemed to be part of the financial statements, wording such as 
"fairly presented when read in conjunction with Note 1" is likely to 
be misunderstood and likewise should not be used. 
36. An example of a report in which the opinion is qualified be-
cause of the use of an accounting principle at variance with generally 
accepted accounting principles follows (assuming the effects are such 
that the auditor has concluded an adverse opinion is not appropriate): 
(Separate paragraph) 
The Company has excluded from property and debt in the accom-
panying balance sheet certain lease obligations, which, in our opinion, 
should be capitalized in order to conform with generally accepted 
accounting principles. If these lease obligations were capitalized, 
property would be increased by $ , long-term debt by $ , 
and retained earnings by $ as of December 31, 19XX, and net 
income and earnings per share would be increased (decreased) by 
$ and $ respectively for the year then ended. 
(Opinion paragraph) 
In our opinion, except for the effects of not capitalizing lease obli-
gations, as discussed in the preceding paragraph, the financial state-
ments present fairly. . . . 
37. If the pertinent facts are disclosed in a note to the financial 
statements, a separate paragraph of the auditor's report in the cir-
cumstances illustrated in paragraph 36 might read as follows: 
(Separate paragraph) 
As more fully described in Note X to the financial statements, the 
Company has excluded certain lease obligations from property and 
debt in the accompanying balance sheet. In our opinion, generally 
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accepted accounting principles require that such obligations be in-
cluded in the balance sheet. 
38. If a qualification arises because of lack of consistency in the 
application of accounting principles, the qualifying language should 
be positioned in the opinion paragraph so as to make this clear. (See 
SAS No. 1, section 546.) 
39. An example of a report qualified because of an uncertainty 
affecting the financial statements follows: 
(Separate paragraph) 
As discussed in Note X to the financial statements, the Company is 
defendant in a lawsuit alleging infringement of certain patent rights 
and claiming royalties and punitive damages. The Company has filed 
a counter action, and preliminary hearings and discovery proceedings 
on both actions are in progress. Company officers and counsel believe 
the Company has a good chance of prevailing, but the ultimate out-
come of the lawsuits cannot presently be determined, and no provision 
for any liability that may result has been made in the financial state-
ments. 
(Opinion paragraph) 
In our opinion, subject to the effects, if any, on the financial state-
ments of the ultimate resolution of the matter discussed in the pre-
ceding paragraph, the financial statements referred to above present 
fairly.... 
or 
In our opinion, subject to the effects of such adjustments, if any, as 
might have been required had the outcome of the uncertainty referred 
to in the preceding paragraph been known, the financial statements 
referred to above present fairly. . . . 
40. When an auditor qualifies his opinion because of a scope limi-
tation, the wording in the opinion paragraph should indicate that the 
qualification pertains to the possible effects on the financial state-
ments and not to the scope limitation itself. An example regarding 
inventories (assuming the effects of the limitation are not such that 
the auditor has concluded a disclaimer of opinion is appropriate — 
see paragraph 11) follows: 
(Scope paragraph) 
Except as explained in the following paragraph, our examination . . . 
and such other auditing procedures as we considered necessary in the 
circumstances.... 
(Separate paragraph) 
We did not observe the taking of the physical inventories as of 
December 31, 19XX (stated at $ ) , and December 31, 19X1 
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(stated at $ ), since those dates were prior to the time we were 
initially engaged as auditors for the Company. Due to the nature of 
the Company's records, we were unable to satisfy ourselves as to the 
inventory quantities by means of other auditing procedures.9 
(Opinion paragraph) 
In our opinion, except for the effects of such adjustments, if any, as 
might have been determined to be necessary had we been able to 
observe the physical inventories.. . . 
Wording such as "In our opinion, except for the above-mentioned 
limitation on the scope of our examination . . ." bases the exception 
on the restriction itself, rather than on the possible effects on the 
financial statements, and therefore is unacceptable. 
Adverse Opinion 
41. An adverse opinion states that financial statements do not 
present fairly the financial position, results of operations or changes 
in financial position in conformity with generally accepted accounting 
principles. Such an opinion is expressed when, in the auditor's judg-
ment (see paragraph 16), the financial statements taken as a whole 
are not presented fairly in conformity with generally accepted ac-
counting principles. 
42. When the auditor expresses an adverse opinion, he should dis-
close in a separate paragraph(s) of his report (a) all the substantive 
reasons for his adverse opinion and (b) the principal effects of the 
subject matter of the adverse opinion on financial position, results 
of operations and changes in financial position, if reasonably deter-
minable. If the effects are not reasonably determinable, the report 
should so state. The report also should state any reservations the 
auditor has regarding fair presentation in conformity with generally 
accepted accounting principles other than those giving rise to the 
adverse opinion. 
43. When an adverse opinion is expressed, the opinion paragraph 
should include a direct reference to a separate paragraph that dis-
closes the basis for the adverse opinion. 
9 If the auditor has been unable also to carry out other tests, such as those relating 
to the pricing and clerical accuracy of the inventories, the language in the sepa-
rate and opinion paragraphs should be modified accordingly. 
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(Separate paragraph) 
As discussed in Note X to the financial statements, the Company 
carries its property, plant and equipment accounts at appraisal values, 
and provides depreciation on the basis of such values. Further, the 
Company does not provide for income taxes with respect to differ-
ences between financial income and taxable income arising because 
of the use, for income tax purposes, of the installment method of re-
porting gross profit from certain types of sales. Generally accepted 
accounting principles, in our opinion, require that property, plant and 
equipment be stated at an amount not in excess of cost, reduced by 
depreciation based on such amount, and that deferred income taxes be 
provided. Because of the departures from generally accepted account-
ing principles identified above, as of December 31, 19XX, inventories 
have been increased $ by inclusion in manufacturing overhead 
of depreciation in excess of that based on cost; property, plant and 
equipment, less accumulated depreciation, is carried at $ in 
excess of an amount based on the cost to the Company; and allocated 
income tax of $ has not been recorded; resulting in an increase 
of $ in retained earnings and in appraisal surplus of $ 
For the year ended December 31, 19XX, cost of goods sold has been 
increased $ because of the effects of the depreciation account-
ing referred to above and deferred income taxes of $ have not 
been provided, resulting in an increase in net income and earnings 
per share of $ and $ respectively. 
(Opinion paragraph) 
In our opinion, because of the effects of the matters discussed in the 
preceding paragraph, the financial statements referred to above do 
not present fairly, in conformity with generally accepted accounting 
principles, the financial position of X Company as of December 31, 
19XX, or the results of its operations and changes in its financial posi-
tion for the year then ended. 
44. Because an opinion as to consistency implies the application 
of generally accepted accounting principles, no reference to consist-
ency should be made in the opinion paragraph when an adverse 
opinion is issued. However, if the auditor has specific exceptions as 
to consistency, these exceptions should be expressed in the report. 
Disclaimer of Opinion 
45. A disclaimer of opinion states that the auditor does not express 
an opinion on the financial statements. When the auditor disclaims 
an opinion, he should state in a separate paragraph(s) of his report 
all of his substantive reasons for doing so, and also should disclose 
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any other reservations he has regarding fair presentation in con-
formity with generally accepted accounting principles or the con-
sistency of their application. The disclaimer of opinion is appropriate 
when the auditor has not performed an examination sufficient in scope 
to enable him to form an opinion on the financial statements (see 
paragraphs 10, 11, and 1 2 ) . 1 0 A disclaimer of opinion should not be 
expressed because the auditor believes, on the basis of his examina-
tion, that there are material departures from generally accepted 
accounting principles (see paragraphs 15, 16, and 17). 
46. When expressing a disclaimer because of a significant scope 
limitation, the auditor should indicate in a separate paragraph(s) 
the respects in which his examination did not comply with generally 
accepted auditing standards. He should state that the scope of his 
examination was not sufficient to warrant the expression of an opinion. 
The auditor should not indicate the procedures performed; to do so 
may tend to overshadow the disclaimer. 
47. An example of a disclaimer resulting from an inability to obtain 
sufficient competent evidential matter follows: 
(Scope paragraph) 
. . . Except as set forth in the following paragraph, our examination 
was made in accordance with generally accepted auditing standards 
and accordingly included such tests of the accounting records and 
such other auditing procedures as we considered necessary in the 
circumstances. 
(Separate paragraph) 
The Company did not take a physical inventory of merchandise, 
stated at $ in the accompanying financial statements as of 
December 31, 19XX, and at $ as of December 31, 19X1. Fur-
ther, evidence supporting the cost of property and equipment ac-
quired prior to December 31, 19XX is no longer available. The Com-
pany's records do not permit the application of adequate alternative 
procedures regarding the inventories or the cost of property and 
equipment. 
(Disclaimer paragraph) 
Since the Company did not take physical inventories and we were 
unable to apply adequate alternative procedures regarding inven-
tories and the cost of property and equipment, as noted in the pre-
1 0 A disclaimer may be issued in cases involving uncertainties. See the footnote to 
paragraph 25 . 
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ceding paragraph, the scope of our work was not sufficient to enable 
us to express, and we do not express, an opinion on the financial state-
ments referred to above. 
Piecemeal Opinion 
48. Piecemeal opinions (expressions of opinion as to certain iden-
tified items in financial statements) sometimes have been issued here-
tofore when the auditor disclaimed an opinion or expressed an adverse 
opinion on the financial statements taken as a whole. 1 1 Because piece-
meal opinions tend to overshadow or contradict a disclaimer of 
opinion or an adverse opinion,12 they are inappropriate and should 
not be issued in any situation. 
Reports on Comparative Statements 
49. When financial statements of the prior year are presented 
together with those of the current year, the auditor should report on 
the financial statements of the prior year if he has examined them. 1 3 
(This requirement does not apply to summaries of financial informa-
tion or other incomplete presentations.) An example of an opinion 
paragraph covering comparative financial statements for two years 
follows: 
(Opinion paragraph) 
In our opinion, the financial statements referred to above present 
fairly the financial position of X Company as of December 31, 19XX, 
1 1 The use of a piecemeal opinion following a disclaimer of opinion has not been 
permitted when the disclaimer was occasioned by a significant client-imposed 
restriction on audit scope. 
1 2 In view of the provisions of this paragraph, the last sentence of SAS No. 1, 
section 544.02, having to do with companies whose accounting practices are 
prescribed by governmental regulatory authorities or commissions, is amended 
to read as follows: 
An adverse opinion may be accompanied by an opinion on supplementary 
data which are presented in conformity with generally accepted ac-
counting principles. 
1 3 For this purpose, an auditor who has examined financial statements for a period 
prior to the recognition of a business combination accounted for as a pooling of 
interests is not deemed, solely by virtue of having examined those statements, 
to have examined statements for that period after they have been retroactively 
revised to recognize the pooling transaction. 
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and December 31, 19X1, and the results of its operations and the 
changes in its financial position for the years then ended, in con-
formity with generally accepted accounting principles applied on a 
consistent basis. 
If the financial statements of the prior year have been audited by 
other public accountants whose report is not presented or if they are 
unaudited, this fact should be disclosed in the financial statements 
or in the current auditor's report. Any qualification contained in a 
predecessor auditor's report relating to audited financial statements 
presented should also be disclosed either in the financial statements 
or in the current auditor's report. If the auditor has significant excep-
tions or reservations as to unaudited financial statements presented, 
he should make appropriate disclosure in his report. (See SAS No. 1, 
section 516.11.) 
Effective Date 
50. Statements on Auditing Standards generally are effective at 
the time of their issuance. However, since the provisions of this State-
ment change certain reporting practices heretofore considered ac-
ceptable, this Statement will be effective with respect to reports issued 
on financial statements for periods ending on or after December 31, 
1974, and need not be applied retroactively. The Committee under-
stands that arrangements already may have been made for certain 
engagements, at the conclusion of which the auditor customarily has 
expressed a piecemeal opinion following a disclaimer of opinion occa-
sioned by scope limitations. In order to provide a period of orderly 
transition, since the use of piecemeal opinions will no longer be 
appropriate under the provisions of paragraph 48 of this Statement, 
the provisions of that paragraph will be effective with respect to 
reports issued on financial statements for periods ending on or after 
January 31, 1975. 
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The Statement entitled "Reports on Audited Financial Statements" was 
adopted by the assenting votes of twenty members of the Committee, of 
whom four, Messrs. Goble, Lisk, Krebs and Silverman, assented with quali-
fications. Mr. Ziegler dissented. 
Messrs. Goble and Lisk approve issuance of the Statement, but dissent 
to paragraph 25 and the first sentence of footnote 8. They believe there 
have been, and will continue to be, situations involving uncertainties in 
which the portion of the financial statements not affected by the uncer-
tainties is of little substance in relation to the financial statements taken 
as a whole, and that paragraph 25 should expressly permit a disclaimer in 
those circumstances rather than relegating that permission to a footnote. 
Although footnote 8 permits a disclaimer in cases of uncertainties, to do 
so the auditor must take a position contrary to the belief of the Auditing 
Standards Executive Committee as expressed in the first sentence of that 
footnote. They believe that the auditor should not be required to take 
such a contrary position in order to disclaim an opinion as permitted by 
the footnote. 
Messrs. Krebs and Silverman approve publication of this Statement but 
qualify their assent with respect to paragraphs 9(g), 27 and 33 as they 
relate to the use of the auditor's report to emphasize a matter regarding 
financial statements. They believe these paragraphs conflict with the 
concept that financial statements, including the adequacy of disclosures, 
are the responsibility of the client. 
Mr. Krebs also believes an auditor should not include explanatory infor-
mation in his report unless he states a conclusion on the information or qual-
ifies his opinion on the financial statements as a result of it. In his view, 
explanatory information in the auditor's report may elevate the particular 
disclosures to a status greater than other disclosures in the financial state-
ments. Moreover, he is concerned that there may be a tendency to use the 
explanatory paragraph in lieu of a qualification or a reader may consider 
the paragraph a semi-qualified opinion. 
Mr. Silverman believes that the generally accepted reporting standards 
do not require an auditor to include in his report comments whose sole 
objective is to emphasize matters otherwise satisfactorily disclosed in the 
financial statements. The understanding of an auditor's report and, con-
sequently, its usefulness is enhanced when the auditor's opinion is not 
clouded by comments for emphasis which in no way alter his opinion. 
Mr. Ziegler dissents to the issuance of this Statement because he believes 
that it fails to provide standards that will result in a more consistent basis 
of reporting with regard to uncertainties. He believes that the permissive 
use of a disclaimer (paragraph 25 and footnote 8) is inconsistent with the 
committee's belief that the explanation of the uncertainties and qualifica-
tion of the auditor's opinion should serve adequately to inform the users 
20 Statement on Auditing Standards 
Auditing Standards Executive Committee (1973-1974) 
ERNEST L . HICKS, Chairman 
J . HERMAN BRASSEAUX 
CHARLES CHAZEN 
HAROLD COHAN 
M. T . DANIEL 
WILLIAM C. DENT 
JOHN J . Fox 
JAMES L . GOBLE 
ROBERT A. HARDEN 
JAMES I . KONKEL 
EDWARD C. KREBS 
BLAINE C. LISK 
ALAN J . LORIE 
HARRY T. MAGILL 
ANTHONY P. MANFORTE 
DAVID A. NELSON 
HALDON G. ROBINSON 
DONALD L . SCANTLEBURY 
EDWARD J . SILVERMAN 
JORDAN B. WOLF 
DONALD R. ZIEGLER 
D . R. CARMICHAEL, Director 
Auditing Standards 
JOHN F . MULLARKEY, Project Manager 
Auditing Standards 
N o t e : Statements on Auditing Standards are issued by the Auditing Stand-
ards Executive Committee, the senior technical committee of the Institute 
designated to issue pronouncements on auditing matters. Rule 202 of the 
Institute's Code of Professional Ethics requires adherence to the applicable 
generally accepted auditing standards promulgated by the Institute. It recog-
nizes Statements on Auditing Standards as interpretations of generally ac-
cepted auditing standards, and requires that members be prepared to justify 
departures from such Statements. 
of the financial statements as to the nature of the uncertainties and their 
possible effects and may result in unwarranted, undesirable variances in 
reporting from the viewpoints of auditors, their clients and users of reports. 
He also believes that the explanatory separate paragraph prescribed by 
paragraph 32 when the auditor intends to express a qualified opinion 
should extend to situations in which the opinion paragraph has been 
modified because of a change in accounting principle. The paragraph 32 
exemption will result in less prominent disclosure of the change in the 
auditor's report, does not serve the best interests of the reader and appears 
incompatible with the overall objective of the committee to make auditors' 
reports more informative and useful. 
